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OUR OATH ON ADMISSION 


When embraced by our Jealous Mis- 
tress each of us took a solemn oath faith- 
fully to discharge the duties of an 
attorney. 


In the hustle and bustle of daily prac- 
tice some of us may drift a trifle from 
strict adherence to the sound tenets of 
those duties. So, it might do a few of us 
good, and none of us harm, if all of us 

HUGH W. DARLING occasionally would reread §6068 of the 
Business and Professions Code: 


“It is the duty of an attorney: 


(a) To support the Constitution and laws of the United 
States and of this State. 

(b) To maintain the respect due to the courts of justice 
and judicial officers. 

(c) To counsel or maintain such actions, proceedings or 
defenses only as appear to him legal or just, except the 
defense of a person charged with a public offense. 

(d) To employ, for the purpose of maintaining the causes 
confided to him such means only as are consistent with truth, 
and never to seek to mislead the judge or any judicial officer 
by an artifice or false statement of fact or law. 

(e) To maintain inviolate the confidence, and at every 
peril to himself to preserve the secrets, of his client. 
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(f) To abstain from all offensive personality, and to 
advance no fact prejudicial to the honor or reputation of a 
party or witness, unless required by the justice of the cause 
with which he is charged. 

(g) Not to encourage either the commencement or the 
continuance of an action or proceeding from any corrupt 
motive of passion or interest. 

(h) Never to reject, for any consideration personal to 
himself, the cause of the defenseless or the oppressed.” 

With almost no exceptions (a) is fulfilled. So too is (b), 
although there are a few, but very few, judicial officers who 
tempt us. To the prideful credit of our profession there is a 
negligible number of deviations from (e), (f), (g) and (h). 

The widest area of violations, even that area is narrow, falls 
in (c) and (d). And most, but unhappily not all, of those infrac- 
tions stem from inexperience or over-zealous advocacy. 

It is not always easy for a young attorney, as well as some 
oldsters, to decline a case he may think is not demonstrably legal 
or precisely just—particularly if it has enticing prospects. In 
defense it is argued that an attorney is an advocate, hence it is 
not for him first to find and conclude that his client’s cause is 
legal or just—that being the province of the judge. This is a fair 
argument if an open mind could have doubts with respect to the 
illegality or unjustness of the cause. It is not a good argument, 
nor is it responsive to (c), if there be no room for doubt. 

The perfectly proper propensity of an attorney to forge a victory 
for his client, unless kept on bit, can lead to abuses of the lofty 
provisions of (d). Here, it is reasoned that an attorney’s duty 
goes no further than to expose his client’s case under the most 
favorable light while leaving to his opponent the task of turning on 
the hostile beam. This postulate has merit if not carried too far. 
But to eclipse an adverse point, known to us but unseen by the 
opposition, which could control a just decision, reaches beyond 
legal as well as moral bounds. An attorney who knowingly wins 
a case only because his advisory failed to discover the fatal flaw 
is in violation of his oath and contributes to the corrosion of public 
respect for judicial processes. 

As attorneys it is our continuing obligation scrupulously to 
redeem the pledge we executed. In addition, we have the responsi- 
bility of deterring with stern measures the few among us who 
choose to short-cut the duties they swore to discharge. 
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The Escrow of 
Corporate Securities in California : 
Guideposts and Pitfalls * 
By IRVING F. FIELDS and MILFORD A. MARON** 


Introduction: * * * 

In issuing permits to sell securities the Commissioner of Cor- 
porations must make an affirmative finding that the applicant’s 
(1) plan of business is fair, just and equitable, (2) the business 
of the applicant will be conducted fairly and honestly, and (3) the 
securities to be issued, and the method of distribution will not 
work a fraud on the purchasers.’ Stated more simply—where the 
Commissioner finds that the “equities” are over-balanced on the 
negative side he may impose on the positive side certain conditions, 
which when met will result in a “balancing of the equities,” to the 
degree that the proposed issuance will meet the test of fairness 
prescribed by the statute. 

The Corporate Securities Law? establishes the authority under 
which the Commissioner may impose conditions on issues to 
bring them within the legislative standard.* The pertinent pro- 
vision embodied in Section 25508 of the Corporate Securities Law 
has with minor amendments remained identical since 1925. It is 
now accepted beyond dispute that the Commissioner has broad 
statutory authority to impose conditions in general, and the escrow 
condition in particular.* 

A leading commentator clearly focuses the problem: 


ce 


. Under these conditions the Commissioner must con- 
sider each application on its own merit and reach a conclusion 


*The Securities and Exchange Commission, and the Division of Corporations, as a 
matter of policy, disclaim responsibility for any private publication by any of its 
employees. The views expressed herein are those of the authors and do not necessarily 
reflect the view of the Commissions or of the authors’ colleagues upon the staff of the 
Commission. 

**Irving F. Fields, Deputy Commissioner of Corporations, Division of Corporations, 
State of California; Southwestern University School of Law, mF 

Milford A. Maron, Attorney, United States Securities and Exchange Commission; 
formerly Deputy Commissioner of Corporations, Division of Corporations, State of 
California; University of Southern California, A.B., M.A., LL.B. 

***For the most recent study of the subject, see Felix F. Stumpf (Ed.), Advising 
California Business Enterprises, State Bar of California Committee on Continuing Edu- 
cation of the Bar, Practice Handbook No. 9, Berkeley: University Extension, University 
of California, (1958), pp. 532-543. 

‘Corporations Code, Section 25507. 

*Title 4, Division 1, Sections 25000-26104, Corporations Code. 

%Corporations Code, Section 25508. 

‘See Agnew v. Daugherty, 209 P. 34, 189C. 446 (1922), which upholds the consti- 
tutionality of the escrow condition. 
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based on all of the circumstances of the particular matter. 
He may find that an unusual share structure based upon the 
desires of proposed purchasers of securities, for tax or other 
reasons, would be fair and equitable as related to the parties, 
but would be unfair or inequitable if the securities were to 
be offered and sold generally to the public. In considering an 
application for a permit to sell securities on a ‘close’ basis, 
therefore, the Commissioner must not only determine that the 
issue is fair and equitable to the named proposed purchasers, 
but must also recognize the possibility of a resale of such 
securities to the public without further review. The strongest 
impact of the Corporate Securities Law is on the original 
sale and issue of securities rather than upon trading in out- 
standing securities on the secondary market. These protections 
include the deposit in escrow of securities, the impoundment 
of the proceeds from the sale of securities, limitations on the 
expense of sale, waivers of the right by the holders of 
securities issued for intangible considerations to participate in 
the distribution of assets or dividends, and other conditions 
necessary or advisable for the protection of the public and 
the purchasers of securities. . .””* 


5Herbert A. Smith, “The California Corporate Securities Law and the ‘Close’ Cor- 
poration,” Los Angeles Bar Bulletin, June, 1957, p. 228. 
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As stated above one of the main purposes of the escrow con- 
dition is the protection of the public in a resale of the securities. 
Unlike some “blue sky” laws,® the California law limits the Com- 
missioner’s ability to prevent a secondary distribution if he does 
not impose an escrow in advance. 


The same commentator discusses the cathartic effect of the 
escrow condition. 


“Often counsel are concerned as to whether securities when 
authorized by the Commissioner will be required to be held 
in escrow. Actually the imposition of an escrow condition 
serves an extremely useful purpose. It permits the Com- 
missioner to find that the issue of securities to certain named 
purchasers is fair and equitable and yet protect the public 
from securities that are deficient in equitable participation 
or voting rights, or subject to substantial dilution in value or 
unfair restrictions on transfer, or watered or inflicted with 
some other substantial impairment. It permits the adoption 
of unusual rights, preferences, privileges or restrictions relating 
to securities patterned to fulfill the desires of the parties in- 
volved. The placing of securities with an escrow holder does 
not affect the rights of the security owners as far as voting, 
dividends, or preferences are concerned, but only requires that 
a proposed sale of the securities be subjected to the examina- 
tion of the Commissioner so that he can fulfill his duty to the 
public. Securities that are entirely proper in a ‘close’ issue 
might be unfair and inequitable if sold to the public.” 

Escrow defined: 
An escrow is: 

“A written instrument (stock certificate) which by its 
terms imports a legal obligation, and which is deposited by 
the grantor, promisor, or obligor (issuer corporation), or his 
agent, with a stranger or third party (escrow holder), to be 
kept by the depositary until the performance of a condition 
of the happening of a certain event (Order Terminating the 
Escrow issued by the Division of Corporations), and then to 


be delivered over to the grantee, promisee, or obligee (share- 
holder ).” 
Circumstances under which an escrow will be imposed: 

The Commissioner has statutory authority to establish rules 
and regulations that are reasonably necessary to carry out the. 
purposes of the Corporate Securities Law.* Pursuant to Section 

(Continued on Page 209) 
com aati, pales eaintion er Oe ain kann 


*Smith, p. 230. 
‘Corporations Code, Section 25308. 
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American Bar Association Resolution 
Re Communists 


The Board of Trustees of the Los Angeles Bar Association has 
requested the BULLETIN to print the full text of the resolutions of 
the American Bar Association regarding internal security laws. 
The Los Angeles Bar Association takes no stand for or against 
these resolutions, but believes, especially in view of the controversy 
over them, that it will be useful for members of the bar to have 
the full text available. The resolutions follow: 

Resolutions of the American Bar Association Regarding Com- 
munist Tactics, Strategy and Objectives.* 

I. 

Wuereas, the Supreme Court of the United States and an 
independent judiciary created by the Constitution have been and 
are the ultimate guardians of the Bill of Rights and the protectors 
of our freedom, and as such it is the duty of the members of the 
Bar to defend the Institutions of the Judiciary from unfair and 
unjust attacks; and 

Wuexreas, this Association recognizes that sharp differences have 
been expressed as to the soundness of some of the recent decisions 
of the United States Supreme Court affecting the National and 
State security, with particular reference to the activities of domes- 
tic and foreign Communists within our country ; and 

WueEREAS, such differences have given rise not only to severe 
criticisms of the decisions, but unfortunately to condemnation of 
the Court itself, and to omnibus proposals for limiting its Appellate 
jurisdiction ; and 

Wuereas, while members of this Association view some of the 
decisions to be unsound and incorrect, they deem such broad 
omnibus proposals at this time unwise and likely to create more 
problems than they will solve ; 

THEREFORE, BE IT RESOLVED that the American Bar Association 
disapprove proposals to limit any jurisdiction vested in the United 
States Supreme Court. : 

BE If FURTHER RESOLVED that wherever there are reasonable 
grounds to believe that as a result of coutt decisions weaknesses 


*The resolutions as shown here were adopted by the House of Delegates meeting in 
Chicago February 24, 1959. They include amendments incorporated on the floor of the 
House. 
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in Internal Security have been disclosed, remedial legislation be 
enacted by the Congress of the United States, including a specific 
pronouncement of Congressional intention that state statutes pro- 
scribing sedition against the United States shall have concurrent 
enforceability. 

Il. 

Wuenreas, recent declarations by the United States Supreme 
Court (notably in Watkins vs. U.S. 354 U.S. 178) have been con- 
strued as holding that the House of Representatives has not spelled 
out with sufficient clarity or detail the authority granted to the 
Committee on Un-American activities and queries whether the said 
Committee has been carrying out properly its Congressional man- 
date, which interpretation has resulted in the reversal of trial court 
convictions for contempt of Congress ; and 

WHEREAS, it has been deemed by many members of the Congress, 
the Bar and the public that such declarations and interpretations 
thereof tend to impede the work of the Congress through its Com- 
mittees and thereby create a problem, the solution to which must 
be found ; and 

WHEREAS, it is the view of this Association that the quickest and 
best solution is for the House of Representatives to rewrite its 
resolution of authority to its Congressional Committee investigating 
internal security and Communist activities in terms so thoroughly, 
carefully and precisely worded as to leave no area for reasonable 
misunderstanding or evasion ; 

Now, THEREFORE, BE IT RESOLVED that this Association recom- 
mend to the Congress that the House of Representatives rewrite 
and adopt its basic resolution of authority for the Committee on 
Un-American Activities under the same name or such name as 
such Legislative Body shall designate setting forth that the purpose 
in creating said Committee is to study the operation of existing laws 
and the requirements of further legislation, in addition to defining 
clearly and adequately the powers of such Committees. 


IIT. 


WHEREAS, your Committee deems it advisable that the precise 
terms of the basic authority of the Congressional Committee which 
subpoenas the witness to appear and testify should be made avail- 
able to each witness subpoenaed, for his enlightenment in advance 
of the hearing ; 
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Now, THEREFORE, BE IT RESOLVED that this Association recom- 
mends to the Congress that whenever any of its Committees sub- 
poenas a witness to appear and testify or to give evidence, such 
Committee should furnish the witness at the time he is subpoenaed 
with a copy in writing of the precise terms of the basic authority 
of the Committee. 

IV. 

WHEREAS, recent decisions of the United States Supreme Court, 
in cases involving National and State security and with particular 
reference to Communist activities, have been severely criticized 
and deemed unsound by many responsible authorities ; and 

WHEREAS, problems of safeguarding National and State security 
have been exposed or created thereby which this Association feels 
would be best solved by the careful study of each decision, and the 
prompt enactment of sound amendments to existing laws within 
the Constitutional powers of the Congress ; 

Now, THEREFORE, BE IT RESOLVED that this Association recom- 
mend to the Congress the prompt and careful consideration and 
study of recent decisions of the United States Supreme Court and 
the preparation and passage of separate amendments to the laws 
involved so as to remove any doubt as to the intent of the Congress, 
and to remedy any defect in the existing law revealed by the 
decisions. 

BE IT FURTHER RESOLVED that legislation be promptly enacted 
to eliminate obstacles to the preservation of our internal security 
in the following areas: 

(a) Amend the Smith Act to define the word “organize” to 
include the recruitment of new Party Members, the formation of 
new Party Units, and the regrouping, expansion or other activities 
of an organizational nature performed by members of existing 
clubs, cells, classes and other units so as to insure the applicability 
of this section of the Act to Communist actionists, agents, organ- 
izers, colonists or members currently performing organizational 
work. 

(b) Amend the Smith Act to make it a crime intentionally to 
advocate the violent overthrow of the Government of the United 
States or to teach the necessity, desirability, or duty of seeking 
to bring about such overthrow; in order that (1) this Nation 
might take protective steps to prevent acts which, if not prevented, 
could result in bloodshed and treachery ; and (2) this Nation need 
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not be forced to delay the invoking of the judicial process until such 
time as the resulting damage has already been wrought. (See Yates 
v. U.S.) 

(c) Establish the right of each Branch of Government to require 
as a condition of employment that each employee thereof shall not 
refuse to answer a query before a duly constituted Committee of 
the Congress or before duly authorized officers of either the 
Executive or Judicial Branches of the Government with respect 
to Communist, Communist front or other subversive activities or 
any other matter bearing upon his loyalty to the United States, as 
the Government has a right to know his record. 

(d) Invest the Executive Branch of the Government with the 
right to protect our internal security against the activities of aliens 
who were communists at the time of their entry into the United 
States or became Communists at any time subsequent to their 
entry into the United States by providing for their deportation 
without any deprivation of due process; and the right to make and 
enforce reasonable restrictions on aliens awaiting deportation to 
prohibit them from engaging in any activities identical or similar 
to those upon which the aliens’ deportation order was based, with 
the further right fully to interrogate aliens awaiting deportation 
concerning their subversive associates or activities. 

(e) Insure the effectiveness of the Foreign Agents Registration 
Act of 1948 by a requirement that political propaganda by agents 
of foreign principals be labeled for what it is where such agents 
are situated outside the limits of the United States, but nevertheless 
directly or indirectly disseminate such propaganda within the 
United States. 

V. 

Wuenreas, the respective records of the Subcommittee on In- 
ternal Security of the Senate Judiciary Committee and of the House 
Un-American Activities Committee both charged with the duty of 
investigating internal security and Communist activities are records 
of accomplishment and great service to the Nation; and 

WHEREAS, the continuation of the work of these Committees is 
essential to the enactment of sound and adequate legislation tox 
safeguard the National and State security ; 

Now, THEREFORE, BE IT RESOLVED that the American Bar Asso- 
ciation recommends that the House of Representatives continue to 
maintain a committee to investigate matters relating to National 
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Security with particular emphasis on Communist activities invested 
with adequate jurisdiction to accomplish its purpose, and that the 
Senate continue to maintain and support its Subcommittee on 
Internal Security ; and 

BE IT FURTHER RESOLVED that such Committees maintain close 
liaison with the Intelligence and Security Agencies, as well as with 
the Attorney General of the United States, to the end that they may 
be kept advised as to legislative needs of the Executive Branch of 
the Government required to carry out its responsibilities for internal 
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Resolution of Beverly Hills 


Bar Association 


The following resolution was passed by the Board of Governors 
of the Beverly Hills Bar Association on April 14, 1959: 


RESOLUTION 


Wuereas, the American Bar Association has recently stated that 
the Supreme Court of the United States and an independent 
judiciary created by the Constitution have been and are the ulti- 
mate guardians of the Bill of Rights and the protectors of our free- 
dom, and as such it is the duty of the members of the Bar to defend 
the institutions of the judiciary from unfair and unjust attacks ; and 


Wuereas, the Beverly Hills Bar Association strongly concurs 
in this statement ; and 


WHEREAS, individual disagreement with decisions of the Supreme 
Court of the United States, or any judicial body, is the right of 
every American citizen, but such right should not be exercised as 
a guise for unfair or unjust attacks upon our judicial institutions ; 
and 

WHEREAS, unfair and unjust attacks have been made upon the 
Supreme Court of the United States and have had the effect of 
undermining respect for our judicial institutions and, accordingly, 
respect for obedience to law ; and 


Wuereas, the fundamental rights and liberties of all Americans 
under the Constitution, as interpreted by the Supreme Court, must 
be vigilantly safeguarded if our way of life is to be preserved and 
the encroachments of the totalitarian state defeated ; and 


Wuereas, lawyers have always been in the front line of eternal 
battle against tyranny and injustice ; and 


WHEREAS, members of the judiciary are prevented, by their 
position, from speaking out in their own defense against unfair and 
unjust attacks ; 

Now, THEREFORE, BE IT RESOLVED that the Beverly Hills Bar 
Association does hereby affirm its adherence to the principles of an 
independent and strong Supreme Court of the United States and 
judiciary and does condemn all unfair and unjust attacks on the 
Supreme Court designed to undermine the confidence of the Amer- 
ican people in that tribunal and in the American constitutional 
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and judicial system, and to weaken the rule of law as a force in 
guiding men’s affairs ; and 

BE IT FURTHER RESOLVED that the Beverly Hills Bar Association 
does call upon all lawyers and Bar Associations and upon all Ameri- 
cans to join in the support of the principles laid down by our Con- 
stitution and Bill of Rights and in affirming the vital importance 
of an independent and strong Supreme Court of the United States. 


0 


Junior Barrister 


Essay Contest 


By JAMES H. KNECHT 
Chairman Junior Barrister Essay Contest 


The Junior Barristers of the Los Angeles Bar Association will 
edit the October issue of the Los ANGELEs Bar BULLETIN. Pre- 
ceding the publication of the issue, the Junior Barristers will hold 
their Eleventh Annual Legal Essay Contest. The winning entry and 
the entries receiving honorable mention will be published in the 
October Bar Buttetin. Other outstanding articles will be pub- 
lished in subsequent issues. The writer of the winning article will 
receive the Judge Ashburn award of $100.00. Suitable trophies will 
be awarded the writers of the articles receiving honorable mention. 


Contest rules are as follows: 


Eligibility: All attorneys, whether Junior Barristers or not, who 
had not reached thirty-six on or before December 31, 1958; 


Subject: Any legal topic of interest or benefit to the bar ; 


Length: Approximately ten (10) legal size, double spaced, typed 
pages ; 

Copies: Four legible copies should be submitted ; 

Deadline: Send entries to Junior Barrister Editorial Board, 815 


Security Building, Los Angeles, California, no later than 5:00 p.m. 
Tuesday, September 1, 1959. 
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TAX REMINDER 


SALES TAX ON SALE OF AN ENTIRE BUSINESS 
By MYRL R. SCOTT* 


One of the most surprising and unwelcome results which may 
arise from the sale of the assets of an entire business is often brought 
to light when an attorney and his seller-client are advised by the 
State Board of Equalization that the sale is subject to the California 
sales tax. 


Historically, the sales tax in California has been a tax on the 
privilege of engaging in business as the tax was aimed at the busi- 
ness of selling tangible personal property at retail to the ultimate 
consumer. This concept was clearly stated in Western Lithograph 
Co. v. State Board of Equalization, 11 Cal. 2d 156, 164 (1938). 
Furthermore, in Rule 63, promulgated in 1935, the State Board of 
Equalization specifically ruled that the gross receipts from the sale 
of an entire business were not to be included in the computation 
of the sales tax. 

On October 1, 1944, the Board of Equalization reversed its posi- 
tion and adopted Rule 81 (Title 18, California Administrative 
Code §2101) thereby declaring that the sales tax applies to that 
portion of the gross receipts from the sale of an entire business 
which represents the value of the tangible personal property sold 
in the transaction. In two rather recent decisions, the Board of 
Equalization obtained judicial sanction of its broadened scope of 
the application of the sales tax. See Market Street Ry. v. State 
Board of Equalization, 137 Cal. App. (2d) 87 (1955), and Sutter 
Packing Co. v. State Board of Equalization, 139 Cal. App. (2d) 
889 (1956), hearing den., May 15, 1956. 


Although many other states with similar sales tax acts have 
either by specific statutory exemption, administrative ruling, judi- 
cial interpretation or in practice, ruled that the sale of the assets 
in connection with the sale of entire business is exempt from the 
tax, it is now clear that such a sale will be subject to sales tax in 
California. An attorney eoncerned with the purchase or sale of the 
assets of an entire business must, accordingly, give consideration to « 
the impact of the sales tax on any such proposed transaction. 


First it should be determined if the sale is one of the exempted 


*Member of the Los Angeles Bar Association and the Committee on Taxation. 
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transactions, such as in the case of a business for which no seller’s 
permit is required (Section 6006.5(a), Rev. and Tax. Code), or 
in the case where there is no change in the ultimate ownership of 
the business. (Section 6006.5(b), Rev. and Tax. Code). If there 
is no exemption to be found, then consideration might be given to 
having the sales tax liability divided between the purchaser and 
seller. If there is no agreement requiring payment by the purchaser 
of any of the sales taxes so incurred, the taxes will be collected 
from the seller and the seller cannot require reimbursement from 
the buyer. 


The tax can be applied only to the portion of the consideration 
received for the tangible personal property sold in the transaction, 
therefore, a client might well be advised to consider the sale of 
the stock of the business, if it is a corporation, in order to avoid 
this tax. In the event, however, that a decision is made to sell the 
assets, the parties should make an inventory of the tangible per- 
sonal property to be sold aad place a value on each item as such 
value will usually be accepted for tax purposes. This procedure 
will eliminate the difficulties of allocating a lump sum purchase 
price over the tangible personal property and the items not subject 
to tax, such as land, buildings, accounts receivable and goodwill. 
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THE ESCROW OF CORPORATE SECURITIES IN CALIFORNIA: 
GUIDEPOSTS AND PITFALLS 


(Continued from Page 197) 


25308 of the Corporations Code, the Commissioner in 1945 
promulgated a body of rules and regulations which since that time 
have been freely amended.’ Although each case will be considered 
on its own merits,’® the most significant of the sections of the 
Rules devoted to a discussion of the escrow condition is the section 
which sets forth the particular circumstances under which the 
Commissioner imposes the escrow condition.1' Below are quoted 
excerpts from said Section followed by illustrative examples. 

“(a) That the value of the consideration to be received 


by the issuer is not at least equal to the par, face, or stated 
value of the securities to be issued.” 


Example. The consideration for securities of assets or services 
having values which cannot be adequately substantiated to the 
satisfaction of the Commissioner may result in the imposition of 
the escrow condition. This situation is most likely to involve pro- 
moters or insiders. 

“(b) That the value of the securities when issued will 
not be substantially equal to the par, face, or stated value of 
such securities.” 

Example. This covers a situation where a corporation that has 
insufficient retained earnings proposes to sell stock, with the con- 
sequence that the tangible value’* of each share after such issue 
will be less than its par or stated value (i.e., selling price). 

“(c) That the value of the securities is subject to possible 
substantial dilution by the exercise of rights, warrants, or 
options.””"* 

Example. The Commissioner will impose an escrow to avoid 
“substantial dilution” of the outstanding shares. The Commissioner 
determines the existence of ‘substantial dilution’’ where, (1) op- 
tions are given aggregating an excess of 10% of the outstanding 
common shares of a seasoned company, or 20% of the outstanding 


*The Rules are located in 10 California Administrative Code 300-842. 

10 California Administrative Code 300.2. 

110 California Administrative Code 407. 

“Tangible value is computed by subtracting the total liabilities from the gross tangible 
assets; the resultant figure is the tangible net worth. This latter figure is divided by 
the combined total number of shares outstanding and those to be issued under the 
proposed issuance. 

13See also 10 California Administrative Code, 833. 
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common shares of a new company,’ or (2) an option exercisable 
after 5 years from date is granted,’* or (3) options having an exer- 
cise price lower than the fair market value, or in the absence of 
market, the book value at the time of granting the options.’® 

It should be noted that options given to all shareholders on a 
pro rata basis and having a termination date less than 91 days 
after issue will be exempt from the above provisions, as are 
promotional options issued in lieu of promotional securities.’7 Pro- 
motional options may evidence a right to purchase in the aggre- 
gate a number of securities not exceeding the number of securities 
which might have been issued for promotion, and must be exer- 
cisable at not less than the offering price of securities of the same 
class offered to the public, plus 5% per annum of such offering 
price, cumulative, at the date of exercise.’* Options cannot be 
validly issued without adequate consideration.’® 

“(d) That the securities are subject to unfair or unreason- 
able restrictions on transfer.” 

Example. The Commissioner considers a provision requiring 
a withdrawing shareholder first to offer his shares to the remain- 
ing shareholders or corporation®® at book value’ to be a “burden- 
some”’ restriction. 


Example. A withdrawing shareholder who is compelled first to 
offer his shares to the other shareholders or corporation and is 
required to wait in excess of 30 days before he can offer the 





4410 California Administrative Code 835. 

410 California Administrative Code 838. 

1610 California Administrative Code 839.2. 

710 California Administrative Code 837. 

910 California Administrative Code 839.1. 

#10 California Administrative Code 839. 

*Often referred to as the “right of first refusal.” 

*1Book value is determined by deducting the intangible assets from the tangible net 
worth (i.e. gross tangible assets less total liabilities). 
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shares to the general public, is considered by the Commissioner 
to be subject to an “unfair and unreasonable”’ restriction.” 

“(e) That the record of an officer or director is such that 
the commissioner cannot find that a public sale of securities 
by a company in which he is associated would be fair, just 
and equitable.”** 

Example. The Commissioner requests a criminal check from the 
Bureau of Criminal Identification and Investigation in Sacramento, 
of every officer and director of every corporation applying for a 
permit. Further, the Commissioner checks his own records which 
contain the names of persons and corporations which have had 
questioned prior dealings with the Division of Corporations, or 
the Securities and Exchange Commission, as well as newspaper 
accounts of criminal proceedings wherein the names of persons or 
corporations are noted. 


Where an officer or director has been convicted of a crime 
which the Commissioner considers significant in the honest opera- 
tion of corporate affairs (e.g. fraud, embezzlement, theft, etc.) he 
cannot make the required statutory finding without imposing an 
escrow condition. Oftentimes even though the Commissioner es- 
crows the shares, he nevertheless may require the filing of an 
affidavit by the questioned person setting forth the circumstances 
of the conviction, and any other pertinent information which may 
indicate that the person has rehabilitated. In either case he will 
require signed statements from the other officers and directors ° 
stating that they are fully apprised of the background of the 
questioned individual, and, nevertheless, wish to continue their 
association with him in the enterprise. Naturally, where a sub- 
stantial amount of time has elapsed since a conviction, the Com- 
missioner will consider this factor in making any determination 
as to the necessity of imposing an escrow. 

“(f) That the securities do not have rights, preferences, 
and privileges in accord with these rules, or are not other- 
wise in accord with these rules.” 

Example. The Commissioner will impose an escrow on the pre- 
ferred shares of a new or unseasoned company where such shares | 





~ 2 The Commissioner’s view remains the same whether the restriction is in the Articles 
of Incorporation, by-laws, or in an ancillary agrecnsent between the parties. 

*3Note the reference to the * ‘public sale of securities.” Nevertheless, the Commissioner 
applies this principle to “close” sales as well. The authority for the imposition of an 
escrow in “close” sales probably rests within the Commissioner’s broad discretionary 
power under 10 California Administrative Code 207(i), and not within this particular 
part of the Rule. 
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are either non-cumulative or non-participating, or are redeemable, 
unless prior to redemption they are convertible into common shares 
on an equitable basis and not at the option of the holder.** 


Example. Where the stock structure consists of both voting and 
non-voting shares, usually an escrow condition will be imposed on 
all the shares, unless the non-voting shares have a cumulative divi- 
dend preference equal to 5% per share per annum, and the non- 
voting shares have the right to elect a majority of the board when 
the company fails to pay eight quarterly dividends (whether con- 
secutive or not) to the non-voting shares.”® 

“(g) That the escrow of the securities is necessary to pre- 
vent the sale of personally owned securities in competition 
with securities of original issue.”’ 

“(h) That the applicant requests the escrowing of such se- 
curities.””*° 

Example. Where counsel has represented to the Commissioner 
that the proposed issuance is to be made to a “close” investment 
group, he may wish to protect himself from a charge of bad faith 
by putting a barrier, no matter how slight, in the path of any con- 
templated resale by the promoters. 

“(i) That the escrowing of the securities is reasonable and 
necessary or advisable to effectuate the broad purposes of the 
Corporate Securities Law in protecting the general public.” 

Example. Because promotional stock dilutes the value of out- 
standing stock, the Commissioner deems it necessary to impose an 
escrow on promotional stock.2* The Rules provide the Commis- 
sioner with adequate authority for escrowing all promotional 
shares ;** and where the particular issue includes more than 50% 
promotion, an escrow of all shares, whether promotional or other- 
wise, is assured. Promotional shares will ordinarily be issued on a 
progressive basis, when and as securities have been sold and issued 
for cash or its equivalent,?® and will ordinarily be limited to com- 


*10 California Administrative Code 364. 

2510 California Administrative Code 367. 

%A voluntary escrow is a rarity. 

“The Commissioner’s definition of “promotion” differs from the meaning generally 
used. 10 California Administrative Code 368 provides: “Securities issued for services 
rendered, patents, copyrights or other inta — considerations, the value of which 
has not been established to the satisfaction of the Commissioner by means such as an 
established earning record, or which are issued for a a consideration substan- 
tially lower than the consideration for which securities are sold for principal financing 
purposes, ordinarily will be treated as promotion. The amount of promotion will be 
determined by facts and circumstances in each particular application.” 

2810 California Administrative Code 368. 

*10 California Administrative Code 369. 
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mon stock.*® Promotional shares shall carry a waiver of dividend 
rights (5% cumulative), and a waiver of rights to participate in the 
distribution of assets in the event of liquidation or dissolution, in 
favor of shareholders who have paid cash or its equivalent for their 
shares.** 


Example. The Commissioner requires an escrowing of all shares 
in any enterprise which he considers unusually speculative. 


Example. The Commissioner may impose an escrow to aid the 
enforcement of other laws by other State agencies.** 


Example. Usually the Commissioner will escrow stock which 
has a selling price below $1.00, or a par value of $1.00 or less, un- 
der the belief that this stock is not being purchased for investment, 
but rather to be resold widely to the general public. 


Example. The Commissioner, at his option, may impose an es- 
crow in the place of requesting any additional information or fil- 
ings; or he may impose an escrow where counsel fails to file any 
requested material in the allotted time. In the latter situation, es- 
pecially, the Commissioner could at his option abandon the appli- 
cation. 

Example. A company engaged in the acquisition of real prop- 
erty must have at least a 40% equity in the property or an escrow 
will be imposed.** 


Example. The Commissioner will usually impose an escrow on 
an issuance when the current debt to equity ratio of the corporation 
is in excess of two to one.** 


Appointment of an escrow holder.* 


When the Commissioner finds that he cannot make the required 
statutory finding, the permit he issues will contain an escrow con- 
dition, and he will issue an Order Approving Escrow Holder. This 
will be done, however, only after the Commissioner has been prop- 
erly apprised of the appointment of the particular escrow holder, 


210 California Administrative Code 368.5. 

3110 California Administrative Code 372. 

%£.g. Where the applicant will require a liquor license to engage in its plan of busi- 
ness, an escrow will be imposed to assist the Alcoholic Beverage Control in its efforts to 
more strictly control the ownership of liquor licenses by corporate enterprises. 

3310 California Administrative Code 321. 

*The current debt to equity ratio is the percentage ratio of current assets to current 
liabilities. 

Under very special circumstances the Commissioner imposes what is termed a “moral 
escrow,” which in effect eliminates the aeceaety of an escrow holder, but in all other 
respects is identical to the “pure escrow,” which is the subject of this article. 
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and is in receipt of a written consent by the proposed escrow holder 
to accept the duties.** 

The Rules limit who can act as an escrow holder ; suffice to state 
the general public cannot so act,*’ and although the Commissioner 
is authorized to act as escrow holder for a fee, the Rules require a 
showing that another satisfactory escrow holder cannot be se- 
cured.** 


Escrow records. 

When the Order Approving Escrow Holder is sent to the 
escrow holder he will also receive a form letter setting forth his 
duties. As an escrow holder he must send an escrow receipt to 
the Commissioner setting forth the following: (1) The serial num- 
ber of each certificate or other document cancelled (if any), (2) 
the serial number of each new certificate or other document de- 
posited in escrow, (3) the date of issue, (4) the number or amount 
of securities evidenced by each, and (5) the name of the issuee. 
Pick-up escrow. 

When un-escrowed shares are outstanding, and an application 
for a new issue is pending, the Commissioner will review the en- 
tire business history of the corporation before he permits the sale 
of the new issue. Where reasons for imposing an escrow exist, 
the Commissioner, as a quid pro quo for the issuance of the new 
securities, may require that all previously issued shares be put in 
escrow before the new issuance will be permitted. 


Transfer in escrow. 

A simple procedure has been established to permit the transfer 
of escrowed shares. A transferor files an unverified application 
for permission to transfer the shares held in his name, setting forth 
(1) the name of the proposed transferee, (2) the number of se- 
curities to be transferred (segregated according to each trans- 
feree, if there are more than one), (3) the serial number of the 
certificates from which the securities are to be transferred, and the 
number of the securities represented thereby, and (4) a statement 


%10 California Administrative Code 410. A practical point to remember is to include 
this information in the original application for a permit, with a statement requesting 
that it is to become effective only if the Commissioner deems it necessary to impose 
an escrow. But, if the applicant prefers to avoid an escrow entirely it should state 
this ee covering letter, and no escrow will be imposed without a prior discussion with 
counse 

Where a regarding the escrow holder is included in the original applica- 
tion, and where an escrow is imposed, the Commissioner will issue an Order Approving 
Escrow Holder at the same time that he issues the permit. 

3710 California Administrative Code 408: An escrow holder shall be a bank, trust 
company, an attorney (not the owner of securities of the applicant), licensed escrow 
company, or the Commissioner.” 

3810 California Administrative Code 409. 
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that none of the funds received from the sale will be used either 
directly or indirectly for the issuer corporation, but are for the 
personal benefit of the transferor.*® The proposed transferee files 
an unverified signed statement that he is aware of the existence of 
an escrow of said shares, and that he fully accepts the securities 
subject to said escrow.*® A filing fee in the amount of $2.50 per 
each transferor is to be paid in advance by the transferor or trans- 
ferors. 

The pledging of shares held in escrow must conform to these 
same requirements.** 


Release of securities from escrow. 

The Commissioner must order a termination of the escrow con- 
dition in order to release shares he!d in escrow.*? The Commis- 
sioner will consider release of securities required to be escrowed 
when: (1) The reason for the escrow has been removed, and (2) 
no other circumstance has arisen that would warrant the continu- 
ance.** With reference to the release of securities from escrow the 
Commissioner must make the same statutory finding as required 
in an original issuance.** 


In order to secure the release of escrowed shares it is necessary 
to file a verified application requesting that the permit be amended 
to elininate the escrow condition, and thereby authorizing the re- 
lease of the securities held in escrow.*® The application, which can 
be filed either by the issuer corporation or the owner of the shares, 
must contain the following :*° 


“(a) The name and address of the issuer; 
(b) The name of the owner or owners of the securities in 
escrow ; 
The name of the escrow holder of the securities ; 
(d) The reasons justifying termination of the escrow ;** 
(e) Financial information as set forth in Article 10 of these 
rules.”"'® 


%10 California Administrative Code 419. 

“10 California Administrative Code 419. 

*110 California Administrative Code 420. 

“Some confusion is apparent because the Rules generally refer to the “release’’ of 
shares held in escrow, and not the “termination” of the escrow condition. 

4310 California Administrative Code 418.1. 

10 California Administrative Code 417. 

#10 California Administrative Code 412, 413. 

**10 California Administrative Code 414. 

“There is no requirement that the Commissioner notify the applicant of the reasons 
for the imposition of the escrow condition, though as a matter of policy the letter 
of transmittal enclosed with the permit will state in a very* general manner the reason 
for its imposition. It may be necessary for the applicant to request more detailed infor- 
mation before it can Properly fulfill this requirement. 

*Article 10 sets forth the accounting procedure to be followed in filing financial 
information with the Commissioner. It will generally suffice if the applicant files a 
financial statement not older than 60 days from the date of its filing, and profit and 
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Legal effect. 
A concise statement of the legal effect of an escrow follows: 


. violations of conditions subsequently contained in a 
permit, such as . . . a pure ‘escrow’ condition, do not render 
the security void. In such cases, the securities are validly 
issued and outstanding and, although any sale thereof in vio- 
lation of such a condition would be illegal, the security itself 
would not be void. . . .'’** 

CONCLUSION 


No discussion of the escrow condition can ever be considered 
complete for by its very nature it belongs to one of the most dy- 
namic areas of the law, where new problems occur every day, and 
every new problem must have its attendant solution. 

There are only a limited number of weapons in the Commis- 
sioner’s arsenal which allow him any control over secondary dis- 
tributions of securities. An escrow is the most effective means 
available by which the Commissioner can prevent a secondary 
distribution, and at the same time authorize a corporation to en- 
gage in a primary sale of its securities. The essential purpose is 
to attempt to limit the secondary sale of securities to the public 
of securities which the issuer would not be able to sell initially to 
the public. Because the owner of shares does not have possession 
of the certificate, he is usually unable to comply with the mechanics 
necessary to effectuate a sale pursuant to the Uniform Stock 
Transfer Act as contained in Title 1, Division 1, Part 5, Chap. 2, 
Art. 2 of the Corporations Code. 

Until a more effective system of control can be devised, the 
escrow condition will not have outlived its usefulness. 
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By George Harnagel, Jr. 


The current controversy in California 
over the death penalty inspired our Re- 
search Department, Antiquarian Division, 
to dig into the modes and methods of capi- 
tal punishment in vogue in the good old 
times, which it defined rather vaguely as 
falling somewhere between the invention 
of the wheel and the advent of the internal 
combustion engine. 





Its report is much too long for publica- 
tion and perhaps too gruesome for the sen- 
sibilities of some of our readers, but the gist of it is that the death 
penalty no longer has the teeth that it once enjoyed and employed. 
By way of illustration we list a few of the forms of capital punish- 
ment practiced in Western Europe in the Middle Ages: 


George Harnagel, Jr. 


Hanging between dogs and wolves. This embellished form of 
execution was employed as late as 1511. A poet of the thirteenth 
century recommended it as an appropriate punishment for scolding 
wives. 

Execution with the plough. The offender was buried up to his 
neck and his head was then ploughed off. This form of punishment 
was generally reserved for culprits who removed or desecrated 
milestones or boundary markers. 

Exenterare or Disembowelling. “He shall be cut open, then he 
shall be tied to a post, and dragged around it with his entrails until 
none remain in his body.” 

Cutting off flesh. This was a creditor’s remedy. If the debtor 
had too many creditors he failed to survive. 

Burying alive. This was a customary capital punishment for 
women. Also for rapists. 

Burying in dung. This punishment was reserved for cowards.” 
Sometimes, if a morass was handier, they. were tucked away in 


that instead. 
* ok * 


(Continued on Page 223) 
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With All Deliberate Speed 


On February 24, 1959, the legislature of Oregon ratified the 
Fifteenth Amendment to the Constitution of the United States. In 
case you have forgotten, this Amendment was proposed to the 
legislatures of the several states by the Fortieth Congress, on Feb- 
ruary 27, 1869, and ratification by the requisite three-fourths of 
the states was completed early in 1870. 


* * * 


“After World War I, I returned to Yale to finish my college 
course. Being a poor boy with no visible means of support except 
my wits—a dubious asset—it was natural that family and friends 
could think of no way for me to get on in the world except to be 
a lawyer. Accordingly I spent a summer at summer law school. I 
took Criminal Law and the Law-of Property. Reading the famous 
cases of trespass and murder . . . I could follow the judge’s logic, 
but I could not foresee it. Clearly, I had no aptitude for the law. 
So, for thirty years I paid no more attention to it than any other 
American. Some part of that period was spent industriously break- 
ing the Law of Prohibition—and possibly some other laws on which, 
I trust, the statute of limitations has long since run.”—From an 
address by Henry R. Luce, publisher of Time and Life, at the 
last annual meeting of the Missouri Bar Association. 





x * * 


“To the lawyer, in the sense that his time is what he sells, time 
is indeed of the essence. And yet, though he may be highly con- 
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scious of the value of time, especially perhaps when it comes to 
the preparation of his bills, I believe that a further distinguishing 
mark of the lawyer is to be found in his capacity, indeed almost his 
instinct, to work without regard to hours. I am reminded of the 
remark attributed to a senior member of a large New York law 
firm to whom it was suggested that the legal staff’s workload might 
be eased by employing additional lawyers. In rejecting the sugges- 
tion he replied, so the story goes, that such a move was in his opin- 
ion unnecessary since when he had left for home at 2 a.m. that 
morning there had not been a law clerk in the office. Having spent 
my pre-war years as a law clerk and a partner with that firm, I 
might perhaps add that the story is not necessarily apocryphal.”— 
From The Extracurricular Lawyer by John J. McCloy, Chairman 
of the Board, The Chase Manhattan Bank, in Washington and 
Lee Law Review. 
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